T.C. Meno. 2010-251

UNI TED STATES TAX COURT

VI CTOR AND DELLA JENKINS, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 21092-08. Fil ed Novenber 17, 2010.

Victor and Della Jenkins, pro se.

Matt hew D. Carlson, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MORRI SON, Judge: The petitioners, Victor and Della Jenkins
(the “Jenkinses”), filed a joint tax return for the year 2006.
Respondent, whomwe will refer to as the IRS, issued a deficiency
notice determning a deficiency of $98,479, and a section 6662(a)
penalty of $19,695.80. The Jenkinses filed a petition with the

Tax Court seeking a redeterm nation. The I RS now concedes the
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correctness of charitabl e-contribution and home-nortgage
deductions that the Jenkinses clained on their return. After
taking into account these two concessions, the remaining issues
for us to decide include: (1) the amount of the deduction to
whi ch the Jenkinses are entitled for paynents to a | oan processor
(we find the anount is $156,970.89), (2) whether the Jenkinses
are entitled to deduct $16,418 in other business expenses (we
find they are not), and (3) whether the Jenkinses are |iable for
the accuracy-rel ated penalty under section 6662(a) (we find that
they are). Al of the other unresolved issues involve matters
that should be resolved in the Rule 155 conputations. These
conputational issues are: (1) whether the self-enploynent tax
shoul d be increased to $17,603, (2) whether the self-enpl oynent
t ax deduction should be increased to $8,802, and (3) whether the
Jenkinses are entitled to item zed deducti ons as opposed to the
standard deducti on.

FI NDI NGS OF FACT
During 2006 Victor Jenkins (“Jenkins”) worked as a
regi stered nurse for a conpany called Nursefinders, Inc. In 2006
Jenki ns received $41,929 in wages from Nursefinders, Inc. The
tax treatnment of these wages is not in dispute. Jenkins also
wor ked as a | oan officer during 2006.
In his capacity as a | oan officer Jenkins worked with two

nmort gage brokers: Anmerican Dream Honmes, and Living American
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Dreans, Inc.! The two brokers conpensated Jenkins by witing him
commi ssi on checks.? W refer to these comm ssion checks as
“br oker checks”.

Jenkins worked with a | oan processor named Therri man
Edwards.® Jenkins and Edwards had an arrangenent whereby
the two nen split the anobunt of each broker check that Jenkins
received. Edwards was the key man in bringing in the business.
Therefore, Edwards received the | arger percentage of the net
profit attributable to the broker checks. The primary reason
t hat Jenkins received any share at all was that he held a
California real-estate license. This permtted Jenkins to work
as a loan officer. Edwards did not have a real -estate |icense.

Jenkins testified that his own share of a broker check was
equal to 10 percent of the difference between the broker check
and Edwards’ out-of-pocket costs. Jenkins testified that
Edwar ds’ share of the broker check was equal to (1) Edwards’ out-
of - pocket costs plus (2) 90 percent of the difference between the

broker check and Edwards’ costs. As we explain later, we do not

A nmortgage broker hires a |loan officer with respect to each
| oan transacti on.

2A nortgage | ender works with various nortgage brokers and
conpensates these nortgage brokers with comm ssion paynents. In
2006 a typical comm ssion paynent to a nortgage broker was 2 to 3
percent of the | oan anmount. The anobunts of the checks that the
two brokers wote to Jenkins were 90 percent of the anpbunts that
t he brokers received from nortgage | enders.

A loan officer works with a | oan processor.
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think that the amounts paid to Edwards were determ ned by this
f or mul a.

Jenki ns used a bank account at Washington Miutual for both
his | oan officer business and his personal business. The bank
statenments for this account and copies of checks drawn on this
account provide sone information about the anmpbunts of the
paynments that Jenkins nade to Edwards.

Jenkins received an information return, a Form 1099-M SC,

M scel | aneous | ncone, from American Dream Hones show ng t hat
Aneri can Dream Hones paid him $94,081.45 in 2006. He received
anot her information return fromLiving Anerican Dreans, Inc.
showi ng that Living Anerican Dreans, Inc., paid him$124,571.79
in 2006. The total of those two nunbers is $218, 653. 24.

Jenki ns provided Edwards a Form 1099-M SC for the tax year
2006 showi ng $196, 787.92 in the box for “Nonenpl oyee
conpensation”. Jenkins arrived at $196, 787.92 by nultiplying 90
percent by the $218, 653.24 that the two brokers reported that
they had paid him

The Jenkinses filed a Form 1040, U.S. Individual |ncome Tax
Return, for 2006. They attached a Schedule C, Profit or Loss Frm
Busi ness, for a business that they described as the “Mrtgage

Lender” business.* On the Schedule C the Jenkinses reported

“The “Mortgage Lender” |abel was erroneous. Jenkins did not
act as a nortgage |l ender but as a | oan officer.
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gross receipts of $221,131 and gross incone of $221,131. They
reported total expenses of $213,206, of which $196, 788 was
“Wages”. As Jenkins would explain to the Court, this $196, 788
represented the paynents he nmade to Edwards. Besides the
$196, 788, the remmi nder of the Schedul e C expenses was $16, 418.
This $16,418 in expenses was described on the return only in
broad categories and their correspondi ng anounts. The nanes of
the categories and the amounts are listed later in our opinion.
The trial record does not reveal any other information about
t hese anmounts. The net profit fromthe business was reported as
$7,925, which is $221, 131 minus $213,206. The I RS does not
contest the accuracy of the $221,131 that the Jenkinses reported
as gross incone and gross receipts fromthe business.

Edwards filed a 2006 inconme-tax return with the IRS. He
reported that he earned $96, 788 in gross receipts. Suspiciously,
this nunmber is precisely $100,000 | ess than the $196, 788 t hat
Jenkins clainmed as a deduction for “Wages”.

The I RS sent a deficiency notice to the Jenkinses
determ ning a deficiency of $98,479 and a section 6662(a) penalty
of $19,695.80. One of the adjustnents in the deficiency notice
was the reduction of the $213,206 that the Jenki nses had cl ai ned
for Schedul e C deductions to zero. The deficiency notice
expl ai ned that “the record keeping requirenments under Internal

Revenue Code Section 6001 have not been net, and you have not
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conplied with our request for substantiation of your Schedule C
The I RS now concedes that Jenkins paid Edwards comm ssions of
$69, 325 during tax year 2006 and that Jenkins is entitled to a
busi ness deduction of that anount. At the tinme the Jenkinses

filed their petition, they resided in California.

OPI NI ON
1. Amount of Deduction for Jenkins' Payments to Edwards
a. The N ne Paynents Docunented by Copi es of Jenkins’

Per sonal Checks to Edwards and Correspondi ng Entries on
Bank St atenents

The trial record contains copies of nine checks Jenkins
wote to Edwards. These checks were drawn on Jenkins’ WAshi ngton
Mut ual bank account. For each check, the bank statenents
reflect, under the heading “Checks Paid”, the check nunber, the
check anpunt, and the paynent date. Each of these itens is
consistent with the information on the copies of the checks.

O her entries on the bank statenment show that a “Custoner
Deposit” was made on the sane date (or alnost the sane date) as
t he paynent date of each check. The amount of each " Custoner
Deposit” entry is sonmewhat greater than the anount of the
correspondi ng check.

For exanpl e, check No. 1012, dated March 2, 2006, is nmade
out fromJenkins to Edwards. The ampbunt on the check is $10, 000.
The bank statement contains a corresponding entry, under the

headi ng of “Checks Paid”, for check No. “1012”, a date of March
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3, 2006, and an anount of $10,000. The bank statenment contains
an entry on March 2, 2006 for a “Customer Deposit” of $11,920.50.
I ncl udi ng the exanpl e descri bed above, there were nine

transactions in which the docunentation is simlar. They are

summari zed as foll ows:
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Ni ne Payments to Edwards Evi denced by Checks to Edwards and Si nultaneous

Dat e and Anmount
of “Custoner

Deposit” Entry

on Bank
St at enent

3/ 2/ 06
$11, 920. 50

7/ 25/ 06
$9, 791

7/ 31/ 06
$13,914

8/ 1/ 06
$9, 396

8/ 16/ 06
$5, 189. 40

8/ 30/ 06
$2, 250

9/ 1/ 06
$10, 168. 56

10/ 18/ 06
$8, 758. 63

11/ 9/ 06
$5, 533. 20

Tot al

Large Deposits to Jenkins’

I nformati on on
Check to
Edwar ds

Check #1012
3/ 2/ 06
$10, 000

Check #1034
7/ 25/ 06
$8, 191

Check #1032
7/ 31/ 06
$12, 942

Check #1033
8/ 1/ 06
$8, 600

Check #1037
8/ 16/ 06
$4, 929

Check #1036
8/ 30/ 06
$2, 125

Check #1038
9/ 1/ 06
$9, 380

Check #1047
10/ 17/ 06
$8, 075

Check #1046
11/ 8/ 06
$5, 083

Bank St at enent
Entry for Sane

Check

Check #1012
3/ 3/ 06
$10, 000

Check #1034
7/ 25/ 06
$8, 191

Check #1032
7/ 31/ 06
$12, 942

Check #1033
8/ 1/ 06
$8, 600

Check #1037
8/ 16/ 06
$4, 929

Check #1036
8/ 30/ 06
$2, 125

Check #1038
9/ 1/ 06
$9, 380

Check #1047
10/ 18/ 06
$8, 075

Check #1046
11/ 9/ 06
$5, 083

Bank Account

Amount of Paynent to
Edwards (as cl ai med by
Jenkins - identical to
anmobunt s conceded to be

correct by IRS)

$10, 000

8,191

12,942

8, 600

4,929

2,125

9, 380

8,075

5, 083

69, 325

The I RS has conceded that Jenkins is entitled to deduct $69, 325

for

hi s paynents to Edwards.

ni ne checks.

This is the total

anmount of these
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b. Seven Paynents to Edwards Docunented by Entries for
Large Deposits to and Large Wthdrawal s from Jenki ns’
Account

There are seven instances in which Jenkins bank statenent
has an entry for a “Custoner Deposit” and, on the sane date, a
w thdrawal . The anobunt of each withdrawal is a relatively large
fraction of the anobunt of the correspondi ng “Custoner Deposit”.
For exanple, the Washi ngton Mutual bank statenent shows that on
April 12, 2006, there was a “Custonmer Deposit” of $12,797.44. It
al so shows that on 4/12/06, there was a “Transfer Wthdrawal” of
$11,517. 44.

Jenkins testified that the $12,797. 44 deposit entry
reflected that he had deposited a broker check in that anount.
He testified that the entry for a “Transfer Wthdrawal " of
$11,517.44 reflected that he transferred that amount fromhis
bank account at Washi ngton Mutual to Edwards’ account at the sane
bank. The I RS argues that the docunentary evidence is inadequate
to support the proposition that Jenkins nmade a paynent of
$11,517.44 to Edwards. W find, however, that the bank
statenment, conbined with Jenkins’ testinony, is sufficient to
denonstrate that Jenkins paid Edwards the $11,517.44 recorded on

the bank statenent. W neke a simlar conclusion for six other
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paynments for which there is simlar docunentary and testinoni al

evidence. All seven paynents can be summari zed thus:

Seven Paynents to Edwards Evidenced by Entries for Large Deposits and Large

W t hdr awal s
Dat e and Anount of Dat e and Anount of Amount Paid to Edwards
“Custonmer Deposit” Entry “Transfer Wthdrawal” or (as clainmed by Jenkins -
on Bank St atenent “Custonmer Wt hdrawal” identical to anounts
Entry on Bank Statenment determ ned by the Court)
4/ 12/ 06 4/ 12/ 06 (Transfer
$12,797. 44 wi t hdr awal ) $11,517. 44
$11,517. 44
4/ 21/ 06 4/ 21/ 06 (Transfer
$12,011. 57 wi t hdr awal ) 11, 281. 00
$11, 281
4/ 25/ 06 4/ 25/ 06 (Customner
$10, 099. 13 wi t hdr awal ) 9, 144. 00
$9, 144
6/ 2/ 06 6/ 2/ 06 (Customer
$14, 536. 04 wi t hdr awal ) 13, 947. 69
$13, 947. 69
6/ 2/ 06 6/ 2/ 06 (Customer
$7,906. 50 wi t hdr awal ) 7, 645. 50
$7,645. 50
6/ 27/ 06 6/ 27/ 06 (Custoner
$10, 636. 86 wi t hdr awal ) 9, 483. 00
$9, 483
10/ 3/ 06 10/ 3/ 06 (Transfer
$9, 756. 40 wi t hdr awal ) 9, 088. 00
$9, 088
Tot al 72,106. 63
C. Three Paynents From Jenkins to Edwards Docunmented by an

Entry in the Bank Statenent Showi ng That Jenkins
Deposited a Snmall Anount

There are three transactions for which the sole witten
evi dence of a paynent from Jenkins to Edwards is entries on
Jenki ns’ Washi ngton Mutual bank statenent showi ng that there were
three relatively small custoner deposits nmade to Jenkins’ bank

account. For exanple, the bank statenment reflects that a
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“Custonmer Deposit” of $1,137 was nmade on March 17, 2006. On the
basis of this $1,137 entry, Jenkins testified that he nmust have
received a check fromthe broker for $11,370; i.e., $1,137
di vided by 10 percent. Jenkins cashed the broker check rather
t han depositing it, which explains why there is no bank statenent
entry corresponding to the anount of the broker check. O the
$11, 370 that he estinmated was the proceeds fromthe cashing of
t he broker check, Jenkins said that he gave Edwards 90 percent;
i.e., $10,233. He said that he deposited to his own bank account
the remaining 10 percent; i.e., $1,137. Jenkins gave simlar
testinony with respect to two other transactions for which the
witten docunentation is conparable to this one. He estimted
that for all three transactions, his total paynents to Edwards
wer e $26, 894. 88.

W believe that the entry for a deposit of $1,137 to the
Washi ngton Mutual bank account reflected Jenkins’ share of a
broker check. W also believe that around the time of this
deposit, Jenkins paid Edwards for Edwards’ share of the broker
check. However, we cone to a different conclusion from Jenkins’
regardi ng how nuch Jenkins paid Edwards. The net hod used by
Jenkins is unacceptable. |If one attenpts to apply this nethod to
ot her paynents to Edwards for which there is docunentary evidence
as to the actual amount, the method fails to predict the actual

anount. For exanple, as we have found, Jenkins received a broker
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check of $11,920.50 and paid Edwards $10,000 fromthat check.
Yet the nethod Jenkins used woul d have predicted that Edwards’
share woul d be $10, 728.45 ($11,920.50 tinmes 90 percent). To take
anot her exanple, we found that Jenkins received a broker check of
$9, 791 and paid Edwards $8,191. Yet the nethod Jenki ns used
woul d have predicted $8,812. W therefore find the nethod
unreliable.?

If a taxpayer is entitled to a deduction, but it is not
possible to determ ne the exact anmpunt of the deduction, the Tax

Court may estimate the amount. Cohan v. Conm ssioner, 39 F.2d

540, 543-544 (2d CGr. 1930). In nmaking this estinmate, the Court
may resolve uncertainties against the taxpayer, because it is the
taxpayer’s fault that there is not enough infornmation to
accurately calculate the deduction. |1d. For the reasons set

forth bel ow we have decided to determ ne the anount of each of

5'n determ ning the anpbunts of the three paynents to
Edwards, we did not rely on Jenkins’ testinony that Edwards’
share of each broker check was equal to Edwards’ costs plus 90
percent of the difference between the broker check and his costs.
This anount is mathematically equivalent to 90 percent of the
br oker check, plus 10 percent of his costs. (Suppose that b is
t he anount of the broker check, ¢ is Edwards’ out- of - pocket
costs, and e is Edwards’ share of the broker check. Jenkins
testified that: e =c + .9(b-c). This is algebraically
equivalent to: e = .9b + .1c.) But if we apply this fornmula to
the $11, 920. 50 broker check, the formula would predict that
Edwar ds woul d recei ve 90 percent of the broker check (i.e.
$10, 728. 45) plus costs. But in fact Edwards actually received
only $10,000. Therefore, the formula is incorrect. And, even if
the fornmula was correct, we would not have enough information to
use the formula. One of the terns of the fornmula is Edwards’
costs. W do not know this anount.
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the three paynents to Edwards by mul tiplying the anount of each
correspondi ng deposit by 5. 2.

The derivation of the 5.2:1 ratio is as follows. For each
of the 16 transactions for which we have already determ ned the
anount that Jenkins paid Edwards, we calculated the ratio between
Jenki ns’ share of the broker check and Edwards’ share of the
broker check. The transactions for which the ratio was the
hi ghest were (1) the $11, 920.50 broker check deposited on March
2, 2006, of which Edwards’ share, $10,000, bears approximtely a
5.2 ratio to Jenkins’ share, $1,920.50, and (2) the $9, 791 broker
check deposited on July 25, 2006, of which Edwards’ share,
$8, 191, bears approxinmately a 5.1 ratio to Jenkins’ share,
$1, 600.

Using this 5.2 ratio, we find that: (1) the $1,137 deposit
Jenki ns nade on March 17, 2006, corresponded to a $5,912.40
paynent to Edwards, (2) the $793. 27 deposit Jenkins nmade on March
17, 2006, corresponded to a $4, 125 paynent to Edwards, and (3)

t he $1, 058. 05 deposit Jenkins nade on March 30, 2006,
corresponded to a $5,501. 86 paynent to Edwards. The total of
t hese three paynents is $15, 539. 26.

The RS s position is that we should be nmaking no estinmate
at all and that the deduction for these three transactions shoul d
be zero. It points out there is no witten evidence proving that

the three deposits actually represented Jenkins’ shares of the
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br oker checks and no witten evidence that Jenkins nmade a

correspondi ng paynent to Edwards for

not ed above, we believe Jenkins’

Edwar ds’

shar e.

But, as we

testinmony that the deposits to

his account did correspond to broker checks and that he made

correspondi ng paynents to Edwards.

W have estimated the

paynments to Edwards in these three transactions.

The three transactions di scussed in this section can be

summari zed as foll ows:

Three Paynents to Edwards Evidenced In Witing by Small
Entries

Dat e and Anount of
“Cust omrer Deposit”
Entry on Bank
St at enment

3/ 17/ 06
$1, 137

3/17/ 06
$793. 27

3/ 30/ 06
$1, 058. 05

Total Deposits =
$2,988. 32

Amount of Broker
Check (per
Jenki ns)

$11, 370
($1, 137/ 10%

$7,932. 70
($793. 27/ 10%

$10, 580. 50
($1, 058. 05/ 10%

Amount of Paynent
to Edwards (per
Jenki ns)

$10, 233 (90% of
$11, 370)

$7, 139. 43 (90% of
$7, 932. 70)

$9, 522. 45
($10, 580. 50)

Total =
$26, 894. 88

“Cust omrer

Deposi t”

Anount of
Payment to

Edwar ds ( Per
Court)

$5, 912. 40
($1, 137%5. 2)

$4, 125. 00
($793. 27%5. 2)

$5, 501. 86
($1, 058. 05*5. 2)

Total =
$15, 539. 26



d. Concl usi on

O the three categories of paynents descri bed above, we have

determ ned that Jenkins is entitled to a deduction of $156,970. 89

($69, 325 + $72,106.63 + $15,539.26). This figure is less than
t he $168, 326.51 anount clained by Jenkins.® 1t is greater than
t he correspondi ng amount urged by the IRS, $69,345. W are not
per suaded that Jenkins made any paynents to Edwards other than

the 19 discussed in this opinion.

2.

Schedul e C, $196, 788 was | abel ed “Wages”.

Remai ni ng Schedul e C Expenses

O the $213,206 in expenses clained as deductions on the

The rest of the

expenses, anounting to $16, 418, were described on the tax return
as:
Car and truck expense $2, 546
| nsurance (ot her than health) 81
Rent or | ease (other business property) 500
Suppl i es 130
Taxes and |icenses 76
Uilities 286
Busi ness credit card 10, 450
Car rental 127
Sem nar airfare 1,134
Hot el 337
Ink cartilages (sic) 160
Busi ness cards 100
Real estate book 491
Tot al 16, 418

equal

6Jenki ns did not argue that his paynents to Edwards were
to $196, 787.92, the anount that Jenkins deducted on his
return for these paynents
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Even t hough he cl ained the $16,418 in expenses on his Schedul e C,
Jenkins did not introduce any evidence to prove that he was
entitled to deduct it.” W sustain the IRS s determ nation in
its deficiency notice that the remaining Schedul e C deducti ons
shoul d be disal | owned.

3. The Section 6662(a) Penalty

The I RS bears the burden of producing evidence that the
Jenkinses are |iable for the section 6662(a) penalty. See sec.
7491(c). The Jenki nses were negligent wthin the nmeani ng of
section 6662(c). Their recordkeeping was extrenely poor. The
| RS has carried its burden of producing evidence. The portion of
t he under paynment attributable to the Schedul e C deductions that
t he Jenki nses erroneously clained was due to negligence.

The disall owed Schedul e C deductions also resulted in an
“understatenent” of inconme tax within the nmeani ng of section
6662(d)(2). Wether there is a “substantial understatenent” of
income tax within the meani ng of section 6662(d)(1)(A) is a
mat hematical matter to be resolved after the parties have

conpl eted Rul e 155 conputati ons.

I'nstead, Jenkins introduced into evidence a |ist of
expenses that he says he could have deducted but did not. The
pur pose of the exhibit was to show the Court that his handling of
his tax return showed indifference rather than any sort of
fraudulent intent. He did not ask the Court to incorporate the
new deductions on the exhibit into its determ nation of his tax
ltability. |In any event, that spartan |list of additional
deducti ons woul d not have proven he was entitled to the
addi ti onal deducti ons.
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The Jenki nses have the burden of proving that they are not

liable for the penalty because of reasonabl e cause, substanti al

authority, or a simlar provision. See Hi gbee v. Conmm Ssioner,
116 T.C. 438, 447 (2001). They have not satisfied their burden

of proof.

Deci sion will be entered

under Rul e 155.




